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This paper focuses on the thin cap rules and is made up by five chapters: 
Chapter One, firstly, illustrates the differences in the debt investment and the 
equity investment caused by the differentiated tax treatments and the non-tax related 
policies. It explains the investors’ preference of debt investment in certain situations. 
Secondly, it elaborates the theories which are applied to justify the tax adjustments 
under thin cap rules, including anti-avoidance policies, fair allocation of tax powers 
between source states and resident states, compliance with the arm-length’s principle 
and the protection of the tax base. As the legislation of thin cap rules has become 
more prevailing in the past decade, some states still remain reluctant to introduce the 
rules due to the concerns like losing competitiveness in attracting foreign investments. 
Thirdly, it explores in-depth the rational behind the deductibility of the interests from 
the perspective of taxation and accounting, and then traces the recent development in 
the worldwide in the restriction of the interest deductibility and the elimination of 
discrimination towards debt investment and equity investment.  
Chapter Two comprises of two parts. In the first part, it reviews six factors in the 
application of thin cap rules, including the definition of the borrower and the lender, 
elements in the evaluation of capital structure (e.g. debt and equity), tax consequences, 
escape clauses and implementation procedures. In part two, it categorizes thin cap 
rules in nine countries into five models, i.e. fixed ratio method, transfer pricing rules, 
group ratio method, earn-stripping rules and comprehensive method, and introduces 
the latest development of thin cap rules in these nine countries.  
Chapter Three focuses on the relationship between thin cap rules and certain 
provisions in tax treaties, including arm-length’s principle, the article of dividend, 
elimination of double taxation and non-discrimination provision. It is asserted that 1) 
it is very likely that the legislation of thin cap rules counting on a fixed ratio based on 
other countries’ experience instead of the empirical survey would be in conflict with 
the arm-length’s principle in tax treaties. 2) In the case that the interest is 
recharacterized into the dividend under thin cap rules of a Contracting State, there is a 














tax treaties and lead to the double taxation. 3) Thin cap rules of a Contracting State 
which are designed to be only applicable to the cross-border payments may contradict 
the non-discrimination provision in tax treaties.  
Chapter Four emphasizes on the influence of the harmonization of direct tax in 
European Union (EU) towards the thin cap rules of its Member States. The analysis is 
based on the judgments of four cases rendered by the Euopean Court of Justice (ECJ), 
two EC Directives (i.e. Parent-subsidiary Directive and Interest Directive) and the 
latest development of CCCTB. To conclude, the tax harmonization in EU plays an 
active role in aligning thin cap rules in the Member States.  
Chapter Five discusses the thin cap rules from China’s perspective. It begins with 
the empirical study of the comparison of tax burden on the taxpayers both in the 
domestic and foreign inbound investments with debt and equity in China. It is shown 
that not in every case the thin cap arrangement would reduce the tax burden of the 
taxpayers as a whole (borrower and lender), but it certainly would reduce the tax 
revenue of China as the host state. Then, it reviews both the tax and non-tax measures 
in China against the overlending activities between the related parties before the 
adoption of thin cap rules in the uniform Enterprise Tax Law in 2008. After that, the 
emphasis is moved to the analysis of each provision in the current thin cap rules 
which aims to elaborate the problems in the interpretation and the application of the 
rules. Lastly, the article provides suggestion for the Chinese outbound investors who 
are exposed to the risk of tax adjustment due to thin cap rules in the host states.   
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